CHANDRAPALA PATHIRAWASAM, KNÁPKOVÁ ADRIANA: Firm-specifi c factors and fi nancial performance of fi rms in the Czech Republic. Acta Universitatis Agriculturae et Silviculturae Mendelianae Brunensis, 2013, LXI, No. 7, pp. 2183-2190 The objective of this study is to investigate the role of internal factors in generating fi nancial performance of fi rms in the Czech Republic. The paper examines the impact of fi rm specifi c factors on company fi nancial performance of 974 fi rms in the Czech Republic over the period 2005 to 2008, using data in the Albertina database. Pooled and panel cross-sectional time series techniques are used for the data analysis. Return on Assets (ROA) is the dependent variable of the model and eight fi rm specifi c factors are introduced as the explanatory variables. Using Return on Assets as the dependent variable, it is established that the fi rm size, sales growth and capital turnover are having signifi cant positive impact on fi nancial performance of fi rms. At the same time, debt ratio and inventory refl ect signifi cant negative impact on fi nancial performance of fi rms. Overall explanatory powers of the two models are low and further research is necessary to increase the statistical power of the model. The results from the present study may be very encouraging and useful for managers as well as investors to plan investment and operational activities to achieve profi tability objectives more effi ciently and eff ectively. The fi ndings have important managerial implications. fi nancial performance, Czech Republic, return on assets (ROA), fi rm specifi c factors
INTRODUCTION
Economists believe that the main objective of a fi rm is to maximize profi t. Hence profi tability of a fi rm has become the major criterion in determining its fi nancial performance. Investors and other stakeholders pay most attention on profi tability before dealing with fi rms. Even though all fi rms operate in the same industry and interact with same external variables, their fi nancial performances are not the same. Many studies have shown that numbers of internal factors are responsible for fi rm performance. Among them size, age, debt ratio, quick ratio, inventory level, sales growth physical capital intensity and capital turnover are important (Chhibber and Majumdar, 1999; Barbosa and Louri, 2005; Kuntluru, Muppani and Kan, 2008; Pavelkova, Knápková, 2009) . However, the impact of these factors on fi nancial performance of fi rms is not same throughout the world. It diff ers from country to country, industry to industry and even fi rm to fi rm.
The objective of this study is to investigate the role of internal factors in generating fi nancial performance of fi rms in the Czech Republic. Financial performance of companies in the Czech Republic was good in 2008, companies in industry created positive Economic Value Added (Ministry of Trade, 2009) . We can conclude that almost all fi rms in the Czech Republic use fi nancial measures for measuring company´s performance (Chandrapala, Knápková, Kramna, 2010) . This study is especially important for managers and investors. Managers can use fi ndings to make corporate strategies and investment decisions in the areas of profi t goals, leverage, asset management and working capital. Potential and existing investors may use fi ndings to select competitively profi table stocks and to revise portfolios of assets.
The remaining of the paper is organized as follows. Section 2 presents review of literature together with variables used in the study. Data and methodology are described in Section 3. Section 4 contains results of the analysis and discussion. Section 5 makes suggestions for further research. The last Section is conclusion of the study.
REVIEW OF LITERATURE
Papers dealing with the determinants of fi nancial performance are of interest here. This section reviews the fi ndings of past studies under independent and dependent variables. Such classifi cation will make it easy to formulate a model of fi nancial performance measurement of fi rms in the Czech Republic.
Dependent Variable
Even though there are criticisms, many researchers prefer to use fi nancial measures to summarize the outcomes of economic and other events and transactions already taken place in fi rms. Financial performance measures indicate whether a company's strategy implementation and execution are contributing to bottom line improvement. Most of the fi nancial objectives are relating to profi tability measurements. Further, many researchers have used ROA to measure the fi nancial performance of companies (Hansen, Wernerfelt, 1989; Mahmood and Mann, 1993; Chhibber and Majumdar, 1999; Barbosa and Louri, 2005; Kuntluru, Muppani and Kan, 2008) . Since, ROA has been used in most of studies to measure fi nancial performance of fi rms, this study also use ROA as the dependent variable for analysis.
Independent Variables
Business environment can broadly be divided into two parts. One is the internal or controllable environment where fi rm specifi c factors determine the corporate performance. The other one is the external to the fi rm and it is known as industry. The industry specifi c factors contribute to identify the diff erences of performance of fi rms in diff erent industries. Even though the study considers large number of companies for analysis, industry characteristics are ignored in determining the performance of fi rms. Hansen and Wernerfelt (1989) reveal that organizational factors (fi rm specifi c factors) explain about twice as much variance of profi t rates as economic factors (industry specifi c factors). Whereas, Cubin and Geroski (1987) report that industry eff ects do not contribute signifi cantly to change in UK fi rms' profi tability and they fi nd that instead there are important fi rm specifi c dynamic eff orts. This view is also accepted by Rumelt (1991) .
Past literature points out number of organizational factors as infl uential factors on fi rms' fi nancial performance. The organizational factors and past research fi ndings are explained as follows.
Theoretically, size of the fi rm determines the level of economics of scale enjoyed by a fi rm. When a fi rm becomes larger it enjoys economics to scale and its average cost of production is lower and operational activities are more effi cient. Hence, larger fi rms generate larger returns on assets. However, larger fi rms can be less effi cient if the top management loose their control over strategic and operational activities with in the fi rm. Naturally, larger fi rms have tall organizational structures with more number of managerial levels in the hierarchy of the fi rm. This extensive hierarchy can reduce the incentive for managers to be effi cient. Smaller fi rms do not enjoy economics to scale and the average cost of production is higher than that of the larger fi rms. However, less hierarchical and fl at structure of the small fi rms can be more fl exible in adapting changes in environment and their rapid decision making may allow them to obtain larger than average profi ts. When consider all above, sign of size variable can not be identifi ed in determining the cross-sectional variability of fi rm performance. Kuntluru, Muppani and Kan (2008) and Chhibber and Majumder (1999) fi nd statistically signifi cant positive relationship between fi rm size and profi tability (both ROA and ROS) of Indian fi rms. Leng (2004) also confi rms the above fi ndings in Malaysian companies.
Like size of the fi rm age also is an important variable in determining the performance variation of fi rms. Chhibber and Majumdar (1999) report that older industrial companies are more experienced and have enjoyed benefi ts of learning and can enjoy superior performance compared to new companies. However, well known economist Alfard Marshall suggests that older fi rms are inactive and that goes alone with age. Therefore, small fi rms are unlikely to successful in making adjustments to new environmental changes. Kuntluru, Muppani and Khan (2008) fi nd statistically signifi cant positive relationship between age and ROA. However, Chhibber and Majumdar (1999) report that the relationship between fi rm age and profi tability (ROA and ROS) is negative.
Debts in the capital structure provide benefi ts to the fi rm by way of tax reduction. However, debts put pressure on the fi rm because interest and principle payments are obligations. The excess debts can increase the fi nancial distress costs and decrease the value of the fi rm. Westerfi eld and Jaff e (2008) point out that when a fi rm has debts, confl icts of interest arise between shareholders and bond holders. This confl ict is magnifi ed when fi nancial distress incurred. Under this situation shareholders are tempted to pursue selfi sh strategies to hurt the bond holders and help themselves. However, these strategies are costly because they will down the market value of the fi rm. According to the above it is diffi cult to determine a sign of relationship between capital structure and fi rm performance. It depends on whether the market condition is in recessionary or in boom. Kuntluru, Muppani and Khan (2008) fi nd that debt ratio has a negative signifi cant relationship with ROA and ROS. Chhibber and Majumdar (1999) and Barbasa and Louri (2005) also verify it but they defi ne debt ratio as total debtto-total assets. Thomsen and Pedersen (2000) fi nd a negative relationship between debt equity ratio and ROA in largest European companies.
Fixed assets alone are not suffi cient to generate performance (profi ts). Working capital or day to day expenses are necessary to put fi xed assets into operations in order to generate performance. If the fi rm does not have excess fi xed capital to cover-up working capital then the fi rm should have to borrow in short-term (current liabilities). If the fi rm does not generate suffi cient funds to pay back short term liabilities, it has to be paid out of permanent capital and eventually the company will go bankruptcy. Therefore, the fi rm's ability to pay the short term liabilities is a key factor in determining the performance of a fi rm. In this study the quick asset ratio is introduced to capture the relative ability of fi rms to generate cash and other liquid assets as a proportion of other outstanding current liabilities. Assuming that there is no reason for a fi rm to keep unnecessarily excess amount of quick assets, we assume that there is a positive relationship between quick ratio and fi rm's performance. Barbasa and Louri (2005) and Kuntluru, Muppani and Khan (2008) 
support this hypothesis.
Inventory is one of the key inputs in the production process. Shortage of inventory may hinder the production process while excess inventory is a burden to the fi rm. The variable inventory may also aff ect on the amount of capital needed as well as the income of the period because the availability of inventory aff ects the likelihood of making sales as well as the cost of carrying inventory. Chhibber and Majumdar (1999) fi nd that the variable inventory is negatively related to profi ts suggesting the large inventories create a drag on fi rm's ROA and ROS. Barbosa and Louri (2005) fi nd that inventory value to total assets eff ect decreases as fi rms attain high profi ts, indicating that the relevance of inventory decisions falls as fi rms attain high profi ts.
Some fi rms in the industry may gradually turnout to be superior competitors and they may hold a major market share. These competitive positions of a fi rm are determined by the sales growth. Barbosa and Louri (2005) fi nd that sales to total assets have a positive and statistically signifi cant relations with gross ROA in Greece fi rms. Kuntluru, Muppani and Khan (2008) fi nd a signifi cant positive relationship between sales growth and the fi rms' profi tability. Barbosa and Louri (2005) introduced physical capital intensity (PCI) variable to capture the impact of labor intensity or capital intensity on the variability of profi ts of the fi rm. They fi nd that fi rms operating in Portugal appear to improve their performance if they choose a capital-intensive technology but fi rms operating in Greece are more proned to choose a labor intensive technology as a way to improve performance. Kuntluru, Muppani and Khan (2008) introduce capital turnover ratio (CTOR) to measure the capital intensity of the fi rm and to see whether there is a positive relationship when profi t margins are used as the dependent variable. The lower value of the ratio may imply greater effi ciency in capital utilization and it will result in higher profi tability. Therefore this ratio is supposed to be negatively related with the profi tability of the fi rm. Kuntluru, Muppani and Khan (2008) 
Methodology
The study uses two types of panel analytic models for the data analysis.
Constant Coeffi cients Model
Under this model all the data is pooled and run an ordinary least squares regression model. The fundamental assumption behind this model is that both intercepts and slopes are constant. That means there is no signifi cant fi rm eff ect or temporal eff ect (time eff ect) on ROA (see Eq. 1).
where i = 1, 2, …, n (number of fi rms) and t = 2008, 2007 and 2006 .  values represent the regression coeffi cients of the independent variables.
Fixed Eff ect Model
Fixed eff ect model is used to capture any temporal eff ects on fi nancial performance of fi rms. In this case it is assumed that the variables are homogeneous across the countries. However, technological changes, changes in macro economic factors or national policies would lead to have group specifi c characteristics that may aff ect temporal changes in variables being analyzed. The time eff ect is considered over 3 years with 3-1(2) dummy variable least squares regression model. (See Eq. 2).
ROA it =  +  1 (Size it ) +  2 (Age square it ) +  3 (Debt ratio it ) + +  4 (Quick ratio it ) +  5 (Inventory it ) +  6 (Sales growth it ) + +  7 (Physical capital intensity it ) + +  8 (Capital turnover ratio it ) +
where,  represents the year eff ect. Defi nition for each variable is given in the following Tab. I.
RESULTS
Tabs. II and III provide the averages and standard deviations and correlation matrix for the variables used in the study.
Tab. III provides correlation matrix for the independent variables. Quick ratio is having a moderately positive correlation with capital turnover ratio (r = 0.35) as indicated in the table.
There is no any other pair of variables shows signifi cant correlations.
Regression results are shown in Tab. IV and Tab. V. Tab. IV presents the regression (constant coeffi cient model) estimates of the coeffi cients of equation 1 for a measure of fi nancial performance using the ROA as the dependent variable. The table shows Debt ratio having a negative relationship with the profi tability of the fi rm ( = −0.016, t = −2.42). This means when the capital structure consists of more debts it cause to decrease profi tability of the fi rm. It seems that the excess debts increase the fi nancial distress costs and decrease the value of the fi rm. This fi nding is similar to the Chhibber and Majumdar (1999), Thomsen and Pedersen (2000) and Barbasa and Louri (2005) .
Inventory has negative relation with ROA. Keeping excess inventory drastically decrease the profi tability of the fi rm. This fi nding is similar to the Chhibber and Majumdar (1999) and Barbasa and Louri (2005) . Tab. II shows that average inventory to total asset ratio is 0.15 and fi rms should try to apply effi cient inventor control systems to keep minimum level of inventories to achieve better fi nancial performance.
Sales growth shows positive eff ect on ROA. This may imply that marketing strategy have positive impact on performance as Boxer and Wensly (1986) point out Czech organizations may keep good interactions with external environmental factors such as competition, customers, parties in the organization distribution channels etc. Barbosa and Louri (2005) and Kuntluru, Muppani and Khan (2008) also fi nd a signifi cant positive relationship between sales growth and the fi rms' profi tability.
Capital turnover ratio measures how effi ciently fi xed assets are used in generating returns. Effi cient utilization of physical assets is also a determinant of fi rms' fi nancial performance as the coeffi cient of capital turnover ratio is negatively related with the fi rm performance ( = −1.188, t = −8.32). Capital intensity and capital turnover ratios jointly show that fi rms in Czech Republic appear to use capitalintensive technology effi ciently to generate high returns.
Tab. V presents the regression (fi xed eff ect model) estimates of the coeffi cients of equation 2 for a measure of fi nancial performance. The model explains the 6.17% (R 2 ) of the variability of ROA (F = 17.82859, P < 0.01). Panel B of the table shows that size, debt ratio, sales growth, inventory and capital turnover having signifi cant eff ects on ROA. However, this table further reveals that coeffi cients  2 which capture the timing eff ect of year 2008 on fi nancial performance of Czech Republic is negative and statistically signifi cant. It means in the year 2008 over all fi nancial performance of fi rms in Czech Republic has decreased. This may be due to the deep fi nancial crisis in the world.
FURTHER RESEARCH
The strength of both models reported in Tabs. IV and V is low, as measures by R 2 , indicating that there are more important factors which have not been included in the models. Therefore to increase the robustness of the study new variables should be introduced to the models.
One of the major limitations of the model is the ignorance of industry eff ects. Barbosa and Louri (2005) report that fi rms operating in Greece are found to be sensitive to industry characteristics, such as concentration, R&D intensity and growth. Therefore, it is important to consider the industry factors as a further research. Claessens, Djankov, and Pohl (1997) , using data for more than 700 Czech fi rms that were consistently listed on the Prague Stock Exchange over the period 1992-1995, fi nd that there is indeed strong positive relationships between ownership concentration and profi tability. Further the study fi nds that the Czech privatization program was eff ective in improving fi rms' management because of the concentrated ownership structure that resulted. Therefore ownership concentration would be an important variable to determine the fi rms' fi nancial performance of Czech Republic.
Studies have found that enterprises receiving foreign investment, or under foreign ownership, outperformed their domestic counterparts in the Czech Republic (Djankov and Hoekman, 2000; Hanousek et al., 2004; Torlak, 2004) . Harun and Kaya (2008) and Kuntluru, Muppani and Khan (2008) also support this view. Therefore, it is better to examine the impact of foreign direct investment (FDI) on fi nancial performance of Czech fi rms.
CONCLUSION
This study attempted to identify signifi cant factors pertaining to fi nancial performance of 974 companies in the Czech Republic over the period [2005] [2006] [2007] [2008] . Pooled and panel cross-sectional time series techniques are used for the data analysis. ROA is the dependent variable of the model and eight fi rm specifi c factors are introduced as the explanatory variables. Data obtained from the Albertina data base.
Size sales growth and capital turnover have positive impact on ROA of fi rms. Inventory and debt ratios report negative impact on the ROA. Further, fi nancial performance of Czech fi rms is generally negative in the year 2008. The results from the present study may be very encouraging and useful for managers as well as investors to plan investment and operational activities to achieve profi tability objectives more effi ciently and eff ectively.
The fi ndings have important managerial implications. First, improvement of the market share will guarantee better fi nancial performance. Next too much relying upon debt capital will hinder the profi tability of the fi rms. This is true specially in the period of bad economic outlooks in the economy. A quick inventory control system is a must to enhance the profi tability. Last, capital turnover ratio reveals that fi rm profi tability can be increased by increasing the effi ciency in capital utilization. Findings of the study shows that the overall explanatory power of the model is low and further research is needed with new explanatory variables. One potentially fruitful extension of this study would be to identify industry eff ects on fi nancial performance. Further, ownership concentration, level of foreign direct investments would be important to consider to the analysis. Moreover, there is a need for fi nancial data to be supplemented with data on qualitative variables such as management style and employee attitudes.
SUMMARY
The objective of this study is to investigate the role of internal factors in generating fi nancial performance of fi rms in the Czech Republic. The paper examines the impact of fi rm specifi c factors on company fi nancial performance of 974 fi rms in the Czech Republic over the period 2005 to 2008, using data in the Albertina database. Pooled and panel cross-sectional time series techniques are used for the data analysis. Return on Assets (ROA) is the dependent variable of the model and eight fi rm specifi c factors are introduced as the explanatory variables. Using ROA as the dependent variable, it is established that the fi rm size, sales growth and capital turnover are having signifi cant positive impact on fi nancial performance of fi rms. At the same time, debt ratio and inventory refl ect signifi cant negative impact on fi nancial performance of fi rms. The fi ndings have important managerial implications. First, improvement of the market share will guarantee better fi nancial performance. Next too much relying upon debt capital will hinder the profi tability of the fi rms. This is true specially in the period of bad economic outlooks in the economy. A quick inventory control system is a must to enhance the profi tability. Last, capital turnover ratio reveals that fi rm profi tability can be increased by increasing the effi ciency in capital utilization. The results from the present study may be very encouraging and useful for managers as well as investors to plan investment and operational activities to achieve profi tability objectives more effi ciently and eff ectively. Findings of the study shows that the overall explanatory power of the model is low and further research is needed with new explanatory variables. One potentially fruitful extension of this study would be to identify industry eff ects on fi nancial performance. Further, ownership concentration, level of foreign direct investments would be important to consider to the analysis. Moreover, there is a need for fi nancial data to be supplemented with data on qualitative variables such as management style and employee attitudes.
